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To  the  Committee  on  Banks  and  Banking  of  the  Legis- 
lature of  Massachusetts: 

Gentlemen , — We  beg  leave  to  submit  the  following  mem- 
orandum with  reference  to  the  regulation  of  the  business 
of  dealing  in  investment  securities. 

We  appear  in  behalf  of  investment  dealers  who  agree 
that  legislation  upon  the  subject  is  desirable,  and  who  are 
in  entire  sympathy  with  its  purpose.  At  the  same  time 
they  are  anxious  that  their  own  business  shall  not  be  ham- 
perd  unnecessarily.  The  dealers  believe  that  the  mem- 
bers of  the  Committee  share  this  anxiety.  They  believe 
also  that  their  own  familiarity  with  the  investment  business 
renders  them  especially  competent  judges  of  the  effect 
of  the  acts  proposed,  both  upon  honest  and  dishonest 
dealers.  In  this  spirit  they  ask  for  careful  consideration 
of  the  suggestions  which  we  offer. 

The  importance  of  the  business  of  dealing  in  securities 
cannot  be  overestimated.  Modern  industry  depends  upor\it 
for  capital.  The  community,  seeking  profitable  employment 
for  its  savings,  depends  largely  upon  it.  The  machinery 
of  the  business  is  complex,  delicate  in  its  adjustment,  easily 
disturbed.  It  cannot  safely  be  subjected  to  haphazard 
tinkering.  Legislation  affecting  it  should  be  carefully  con- 
sidered, simple  and  direct.  Ill-considered  legislation  will 
inevitably  fail  to  accomplish  the  desired  good  and,  just 
as  inevitably,  will  accomplish  much  unintended  harm. 

Registration  of  Dealers. 

In  spite  of  the  fact  that  our  clients  are  dealers,  we  be- 
lieve that  the  bill  should  be  aimed,  not  at  securities,  but 
at  dealers.  The  first  step  in  the  regulation  of  the  business 
should  be  the  registration  of  the  dealer.  Prohibit  the 
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sale  of  securities  by  unregistered  dealers.  Registration 
can  be  withheld  in  any  suspicious  case,  until  the  dealers’ 
reputation,  the  securities  to  be  offered,  and  the  manner  in 
which  they  are  to  be  offered  have  been  investigated.  After 
registration  the  dealer  can,  in  case  of  suspicion,  be  fol- 
lowed up  continuously,  or  be  checked  up  from  time  to 
time  without  difficulty. 

Registration  is  a concrete  thing.  It  can  be  revoked  or 
suspended  instantly.  No  dealer  can  afford  to  jeopardize 
his  registration.  It  gives  to  any  citizen,  whose  suspicions 
are  aroused,  a simple  and  easy  method  of  protecting  him- 
self or  the  community.  Immediately  upon  his  complaint 
the  Commissioner’s  far-reaching  authority  can  be  set  in 
motion. 

Registration  and  the  powers  accompanying  it  will  deter 
dishonest  dealers  from  attempting  to  enter  the  Massa- 
chusetts field.  They  will  provide  an  effective  remedy  against 
dishonest  practices  on  the  part  of  dishonest  dealers  who 
succeed  in  obtaining  registration.  And  these  results  will 
be  accomplished  without  hampering  legitimate  and  honest 
business. 

When  we  say  that  the  bill  should  not  be  aimed  at  securi- 
ties, we  do  not  mean  that  the  Commissioner  should  have 
no  power  to  investigate  securities.  He  should  have  power 
to  investigate  the  securities  for  himself.  He  should,  in 
addition,  have  power  to  require  full  information  from  the 
dealer  about  any  securities  the  dealer  is  offering.  The 
Commissioner  should  also  have  power  to  require  copies 
of  all  advertisements  and  circulars,  and  to  investigate  in 
any  other  way  the  manner  in  which  any  dealer  offers  securi- 
ties. But  all  these  powers  should  be  given  the  Commis- 
sioner not  for  the  purpose  of  deciding  whether  a particular 
security  should  or  should  not  be  sold,  but  for  the  purpose 
of  deciding  whether  the  particular  security  is,  or  is  not, 
offered  in  good  faith  and  upon  its  merits,  and  whether  the 
dealer  is,  or  is  not,  conducting  his  business  honestly  and 
fairly. 
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Regulation  of  Securities. 

The  difficulties  involved  in  any  attempt  on  the  part  of 
the  State  to  pass  upon  securities  are  obvious.  No  class 
of  securities  is  inherently  safe.  The  real  estate  mortgage  is 
a type  of  conservative  investment,  but  mortgages  range 
from  the  highest  grade  of  safety  to  the  lowest.  Without 
judgment,  experience,  and  care  in  selecting  and  watching 
mortgages,  any  investor  in  mortgages  is  at  the  mercy  of  a 
dishonest  dealer.  Mining  stocks  are  a type  of  speculative 
investment,  but  they  range  from  low  to  high  grades  of  safety, 
and  honest  dealing  in  them  is  unobjectionable. 

Even  if  the  State  could  draw  the  line  accurately  between 
safe  and  unsafe  investments,  it  would  be  disastrous  to  pro- 
hibit dealings  on  the  unsafe  side  of  that  line.  All  new 
enterprises  are  hazardous;  a large  proportion  of  mining 
ventures  and  all  patent  propositions  are  hazardous.  But 
new  enterprises  must  be  started,  mining  ventures  must  be 
undertaken,  patents  must  be  developed. 

The  evil  lies  not  in  the  fact  that  securities  are  hazardous, 
but  in  the  manner  in  which  hazardous  securities  are  sold. 
And  the  evil  is  not  confined  to  hazardous  securities.  Dis- 
honest dealers  may  sell  any  type  of  security  dishonestly. 
No  matter  how  much  the  State  might  do  to  define  the  type 
of  security  to  be  sold,  the  real  evil — dishonest  methods  on 
the  part  of  dealers — would  remain.  We  repeat,  there- 
fore, that  the  regulation  should  apply  to  the  dealers. 

Filing  of  Information. 

Even  more  obviously,  the  filing  of  information  at  the 
State  House  will  accomplish  no  useful  purpose,  except  as 
the  information  enables  the  Commissioner  to  check  up  the 
methods  of  the  dealer.  The  investors  whom  the  proposed 
legislation  is  intended  to  protect  would  not  have  the  train- 
ing and  ability  to  use  the  information.  For  most  securities 
the  information  could  be  more  readily  obtained  elsewhere. 
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A requirement  necessitating  the  filing  of  information  as  to 
all  securities  is,  therefore,  a great  economic  waste.  The 
Commissioner  should  have  power  to  require  such  informa- 
tion when  he  needs  it. 

The  Constitutional  Principle. 

This  sort  of  legislation  is  an  exercise  of  the  police  power. 
It  is  not  valid  unless  it  is  reasonable.  Other  purposes  must 
not  be  aimed  at  under  the  guise  of  regulation.  The  bill 
should  establish  a definite  basis  by  which  the  dealer’s  ac- 
tions are  to  be  judged:  decisions  cannot  be  left  to  the  ca- 
price or  arbitrary  judgment  of  individuals.  Any  discrim- 
inations and  exceptions  must  be  based  on  sound  distinctions. 

For  practical  purposes  the  foregoing  principles  may  be 
put  more  concretely  thus:  Real  danger  to  the  community 
is  a legal  basis  for  regulation  of  a business.  If  a Com- 
missioner is  to  be  authorized  to  prohibit  a dealer  from  con- 
tinuing in  business  or  from  selling  a certain  security,  the 
act  must  establish  the  basis  upon  which  the  decision  of  the 
Commissioner  is  to  rest.  It  is  not  reasonable  to  authorize 
the  Commissioner  to  do  as  he  thinks  best.  If  a certain 
class  of  dealers  or  of  securities  is  to  be  exempted  from  the 
provisions  of  a general  act,  there  should  be  a sound  basis 
for  the  exemption. 

We  proceed  to  a consideration  of  the  bills  before  the  Com- 
mittee. 

The  Kansas  Blue  Sky  Law  and  House  Bill  No.  1605. 

This  sort  of  legislation  was  first  attempted  in  Kansas. 
For  that  reason  it  is  natural  to  turn  to  the  Kansas  law  as 
the  basis  for  legislation  in  other  States. 

The  Kansas  law  is  a registration  law.  But  it  was  aimed 
at  Investment  Companies;  i.e .,  companies  having  11 Con- 
tributors.”  Such  companies  usually  sell  securities  man- 
ufactured by  themselves  or  are  quasi  co-operative  concerns, 
investing  the  funds  of  their  contributors.  Commissioner 
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* Dolly,  of  Kansas,  himself  says  that  the  act  does  not  apply 
to  dealers. 

Applied  to  such  companies,  the  provisions  of  the  Kansas 

• law  are  understandable.  Note  the  following  facts  in  regard 
to  House  Bill  1605,  which  is  substantially  the  Kansas  law: — 

(а)  It  does  not  cover  individuals  who  are  not  acting 
for  an  investment  company; 

(б)  It  requires  ua  statement  showing  the  full  detail 
of  the  plan  upon  which  it  proposes  to  transact  business” ; 

(c)  It  requires  “a  copy  of  all  contracts,  bonds  or 
other  instruments  which  it  proposes  to  make  with  or 
sell  to  its  contributors” ; 

(d)  It  requires  “an  itemized  account  of  its  actual 
financial  condition  and  the  amount  of  its  property  and 
liabilities”; 

(e)  It  requires  “a  copy  of  its  articles  of  co-partner- 
ship or  association  and  all  other  papers  appertaining 
to  its  organization”; 

(/)  The  Commissioner  may  make  “a  detailed  ex- 
amination of  such  investment  company’s  affairs”  at  its 
expense. 

All  the  foregoing  provisions  are  appropriate  to  an  act  which 
relates  only  to  investment  companies.  None  of  them  are 
appropriate  or  useful  in  an  act  relating  to  investment 
dealers.  In  addition  they  are  burdensome  and  unnecessarily 
inquisitorial. 

The  basis  which  No.  1605  lays  down  for  the  Commis- 
sioner’s action  is  as  follows: — 

“If  he  finds  that  such  Investment  Company  is  sol- 
vent, that  its  articles  of  incorporation  or  association, 
its  constitution  and  by-laws,  its  proposed  plan  of  busi- 
ness, and  the  proposed  contract  contain  and  provide 
for  a fair,  just  and  equitable  plan  for  the  transaction 
of  business,  and  in  his  judgment  promises  a fair  return 
on  the  stocks,  bonds  and  other  securities  by  it  offered 
for  sale,” 

then  the  Commissioner  registers  the  investment  company. 

» It  is  clear  that  the  foregoing  basis  or  test  is  appropriate 
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to  the  relations  between  an  investment  company  and 
its  “ contributors”:  it  is  not  appropriate  to  the  relations 
between  dealers  and  their  customers. 

Not  only  does  the  act  include  the  provisions  which  are 
inappropriate  and  burdensome,  but  it  omits  the  essential 
provisions.  Unless  the  word  “contributors”  means  “cus- 
tomers,” and  it  is  safe  to  say  that  it  does  not,  the  act  omits 
to  grant  authority  to  investigate  securities,  other  than 
securities  issued  by  the  company  itself,  or  to  investigate 
the  company’s  methods  of  inducing  people  to  buy  securities. 

The  Kansas  act,  being  really  aimed  at  investment  companies 
and  their  relations  with  their  “contributors,”  needed  no 
such  provisions.  An  act  applicable  to  dealers  generally 
must  have  them. 

The  Massachusetts  Commission  which  investigated  this 
subject  expressed  doubt  as  to  the  constitutionality  of  the 
Kansas  Act.  We  share  this  doubt. 

The  Two  Important  Bills. 

The  two  really  important  bills  are  Senate  Bill  No.  354, 
the  so-called  Commission’s  Bill,  and  House  Bill  No.  1463 
(revised  draft)  suggested  by  the  Committee  of  the  Boston 
Real  Estate  Exchange.  The  following  are  the  most  im- 
portant of  the  differences  between  the  two  bills: — 

No.  1463  requires  registration  of  the  dealer;  No.  354 
does  not  require  registration. 

Under  No.  1463  the  furnishing  of  information  as  to  se- 
curities is  optional,  the  Commissioner  having  power  to 
demand  any  information  at  any  time.  Under  No.  354 
information  required  by  the  Commissioner  must  be  fur- 
nished in  the  case  of  every  security,  and  must  invariably 
be  furnished  before  offering  the  same  for  sale. 

No.  354  requires  the  issue  of  a certificate  by  the  Com- 
missioner to  the  effect  that  information  as  to  the  security  has 
been  furnished  to  him.  This  requirement  is  of  no  advan- 
tage. A list  of  securities  as  to  which  the  necessary  informa-  * 
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tion  has  been  furnished,  on  file  in  the  Commissioner’s  office, 
would  answer  every  purpose. 

Under  No.  1463  the  Commissioner  may  prohibit  a dealer 
from  selling  any  security,  unless  he  is  satisfied 

“that  the  offering  or  invitation  has  been  and  is  being 
made  honestly  and  in  good  faith,  and  with  disclosure 
of  pertinent  facts  sufficient  to  enable  intending  pur- 
chasers to  form  a reasonably  accurate  judgment  of  the 
value  of  the  security.” 

Under  354  the  Commissioner  cannot  prevent  the  offering 
of  any  securities  if  the  information  has  been  furnished, 
unless  satisfied  that  “advertisement  or  representation  of 
any  kind  is  being  published  or  made  as  to  the  value  of  such 
shares  or  securities  which  in  his  opinion  is  inconsistent  with 
such  information.” 

No.  1463  is  an  effective  act,  and  will  not  burden  the 
honest  investment  business  needlessly.  No.  354  is  ineffec- 
tive and  burdensome. 

The  Working  of  No.  354. 

As  stated  above,  the  certificate  is  not  an  important  or 
necessary  feature  of  the  act.  The  important  point  is 
that  the  information  must  be  furnished  before  the  security 
is  offered  for  sale.  This  feature  is  attractive  because 
it  seems,  at  first  sight,  effective  to  prevent  any  damage 
being  done.  As  a matter  of  fact,  it  is  not  effective.  All 
that  is  required  is  that  the  information  be  furnished.  After 
that  the  Commissioner  has  no  discretion:  the  security 
must  be  certified,  and  anybody  can  sell  it.  The  only  other 
provision  of  the  act  is  that  no  advertisement  or  represen- 
tation in  regard  to  the  value  of  the  security  shall  be  incon- 
sistent with  the  information.  The  person  who  sells  is  not 
necessarily  the  person  who  files  the  information,  and  he  is 
not  registered. 

The  supposed  protection  is  largely  illusory.  The  person 
who  furnishes  the  information  may  disappear  forever  as 
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soon  as  the  security  is  certified.  The  information  may  * 

be  true , but  misleading;  may  seem  to  the  Commissioner 
to  be  reliable,  but  actually  be  unreliable;  may  seem  to 
the  Commissioner  to  be  complete,  and  yet  actually  be 
incomplete.  The  facts  may  change  materially  after  the 
security  is  certified,  for  the  value  of  securities,  which  is 
the  only  thing  with  which  the  act  deals,  is  continually 
changing.  It  will  often  be  difficult  to  determine  whether 
statements  as  to  value  are  inconsistent  with  the  information. 

The  information  will  be  of  no  practical  value  to  any 
one  as  information.  No  investor,  whether  experienced 
and  wary,  or  inexperienced  and  credulous,  will  consult  it, 
and  the  inexperienced  and  credulous,  if  they  should  consult 
it,  would  be  none  the  wiser.  The  sole  purpose  of  the  infor- 
mation is  to  enable  the  Commissioner,  in  case  of  complaint, 
to  check  up  some  advertisement  or  statement  of  a seller 
as  to  the  value  of  securities , to  see  whether  it  corresponds 
with  the  information  furnished  in  regard  to  that  security. 

Suppose  an  attempt  be  made  to  cheat  an  investor.  The 
investor  will  call  the  Commissioner’s  attention  to  the  fact 
that  certain  statements  as  to  the  value  of  securities  have  been 
made  to  him.  If  the  alleged  statements  are  inconsistent  with 
the  information  on  file,  the  Commissioner  will  summon  the 
fraudulent  vendor,  and,  if  satisfied  that  inconsistent  state- 
ments were  made,  will  order  that  particular  vendor  to  cease 
selling  the  security.  The  chance  of  a practical  result  in 
a case  of  fraud  is  small.  The  information  furnished  the 
Commissioner  would  be  arranged  to  fit  the  fraud ; the  state- 
ments of  the  vendor  would  fit  the  information;  and  that 
particular  vendor  would,  in  any  serious  case,  disappear  as 
soon  as  the  Commissioner  began  looking  for  him. 

It  is  amusing,  at  least,  to  note  that  since  the  vendor 
and  the  person  who  furnishes  the  information  may  be  dif- 
ferent persons,  the  vendor’s  statements  may  be  correct 
and  yet  inconsistent  with  the  information.  Perfectly 
honest  statements  might  render  a vendor  subject  to  the  pro- 
visions of  No.  354. 


Suggestion  for  Change  in  Language  quoted  from 
Bill  No.  1463. 

“that  all  such  offerings  of  the  dealer  have  been  and  are  to  be  made 
honestly  and  in  good  faith,  and  without  intent  to  deceive  or 
defraud,  and  without  statements  of  fact  or  opinion  which,  by 
reason  of  failure  to  disclose  unfavorable  facts  or  otherwise,  are  in 
the  Commissioner’s  opinion  likely  to  create  false  impressions  as  to 
values  or  to  arouse  or  encourage  unreasonable  hopes  of  future 
profit,  or  otherwise  to  mislead  intending  purchasers,  may  prohibit 
the  dealer  from  selling  or  offering  the  securities,  or  any  of  them, 
or  in  any  way  advertising  them.” 


R.G.&G. 
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* The  most  serious  objection  to  No.  354  is  in  the  require- 

ment for  information  in  every  case  as  a condition  precedent 
to  the  sale.  Such  a requirement  cannot  fail  to  cause  delay 
and  delay  in  all  cases  will  cause  serious  inconvenience, 
and  in  many  cases  will  be  fatal  to  success.  Participation 
in  New  York  offerings  would  be  almost  impossible.  The 
so-called  “odd  lot”  business,  of  great  importance  from 
the  point  of  view  of  the  investor  and  the  dealer,  would  be 
much  restricted.  All  new  offerings  would  be  seriously 
hampered. 


The  Working  of  No.  1463. 

This  act  covers  all  dealers,  whether  individuals,  part- 
nerships, or  corporations.  An  investment  company  is  a 
dealer.  The  act  requires  registration. 

The  Commissioner  is  given  very  broad  powers  over  the 
dealers  and  over  the  securities,  but  it  is  not  necessary,  under 
this  act,  for  him  to  hamper  and  restrict  the  legitimate 
investment  dealers,  in  order  to  get  after  a fraudulent  dealer. 
The  Commissioner  can  confine  his  attention  to  suspicious 
cases,  either  at  the  time  of  registration  or  afterwards.  He 
can  demand  lists  of  securities,  circulars,  and  advertisements, 
evidence  as  to  the  securities  themselves  and  the  manner 
of  offering  them:  he  can  prohibit  the  dealer  from  offering 
securities,  and  his  order  is  effective  unless  revoked  by  the 
Court. 

The  basis  of  the  act  is  a statement  of  the  real  danger, 
which  this  legislation  is  intended  to  meet.  It  is 

“that  the  offering  or  invitation  has  been  and  is  being 
made  honestly  and  in  good  faith,  and  with  disclosure 
of  pertinent  facts  sufficient  to  enable  intending  pur- 
chasers to  form  a reasonably  accurate  judgment  of  the 
value  of  the  security.” 

If  this  provision  is  complied  with,  there  will  be  little  diffi- 
culty with  investments  in  Massachusetts.  When  it  is  not 
> complied  with,  a telephone  message  to  the  Commissioner 
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will  set  the  machinery  in  motion,  and  at  any  time  the  Com- 
missioner can  set  the  machinery  in  motion  himself,  without 
complaint  from  anybody. 

Inquiry  was  made  by  a member  of  the  Committee  &s  to 
the  exception  of  sales  to  other  dealers  or  banks.  We  are 
not  responsible  for  the  bill,  but  assume  that  this  exception 
is  based  on  the  theory  that  dealers  or  banks  can  protect 
themselves  and  do  not  need  the  State’s  protection.  With 
reference  to  this  exception,  and  also  to  the  exception  of 
various  classes  of  securities  contained  in  Section  8 of  the 
act,  we  would  add  that  in  general  it  is  better  to  avoid  ex- 
ceptions in  such  an  act,  because  each  exception  raises  a 
possible  question  as  to  constitutionality. 

Probably  all  the  exceptions  of  this  act  are  constitutional, 
but  they  might  be  omitted  without  serious  harm,  for  every 
dealer  in  any  of  the  securities  affected  by  Section  8 would 
be  sufficiently  interested  in  other  securities  to  be  obliged  to 
register  in  any  event. 

Respectfully  submitted, 

ROPES,  GRAY  & GORHAM, 

in  behalf  of  Lee  Higginson  & Co ., 
E.  H.  Rollins  & Sons , and  other 
investment  bankers. 
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